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SUBJECT: Medical Care Insurance Credit

SUMVARY

Under the Personal Incone Tax Law (PITL), this bill would allow a credit equal to
100% of the amount paid or incurred during the taxable year by the taxpayer for

i nsurance that constitutes nedical care for the taxpayer, his or her spouse, and
dependent s.

EFFECTI VE DATE

This bill would apply to taxable years beginning on or after January 1, 1999.

SPECI FI C FI NDI NGS

Federal and state laws allow a variety of tax credits and deducti ons designed to
pronote or influence specific taxpayer behavior. Neither federal nor state | aws
allow a tax credit for the cost of insurance for nmedical care. Prior state |aw
did allow a tax credit for small enployers to provide health coverage for their
enpl oyees and their dependents. However, that credit was enacted with a del ayed
operative date and repeal ed before it becanme effective. Both federal and state
laws do allow a credit for adoption costs and costs eligible for that credit
include certain nedical costs related to adoption

Federal |aw allows a deduction for self-enployed individuals who pay or incur
costs for health insurance for thenselves, their spouse, or dependents. The
deduction is 45%in 1998 and 1999, 50%in 2000 and 2001, increasing increnentally
to 100%in 2007 and thereafter. The deduction is |limted to the extent the self-
enpl oyed i ndividual s have net profits and cannot be taken if they are eligible to
participate in their or their spouse’ s enployer-provided plan. |If the self-

enpl oyed person item zes his/her deductions, the remaining prem umcosts can be
included with all other nedical expenses, subject to the 7.5% adjusted gross
income (AG) limt. California confornms to the federal self-enployed health

i nsurance deduction except the deduction anount allowed is limted to 40%

For purposes of item zed deductions, California follows federal treatnent that
all ows the deduction of expenses for nedical care, which includes costs for

medi cal insurance and |long-term care insurance, but only to the extent expenses
exceed 7.5% of the taxpayer’s federal adjusted gross incone.

Exi sting state | aw and federal laws require that certain tests nust be mnet
i ncluding the requirenent that the taxpayer provide nore than one-half of the

dependent’ s support in order for a person to qualify as a dependent. |In cases of
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di vorce or separation, the custodial parent generally is allowed the dependency
exenption credit unless that parent chooses to release that exenption credit to
t he noncust odi al parent.

This bill would allow a credit equal to 100% of the anobunt paid or incurred
during the taxable year by the taxpayer for insurance that constitutes nedica
care for the taxpayer, his or her spouse, and dependents.

For taxpayers eligible to claimthe deductions di scussed above, the credit would
be allowed in addition to those deductions.

Any credit that exceeds the taxpayer’'s tax liability in the year allowed could be
carried over until exhausted.

Pol i cy Consi derati ons

This bill would allow a taxpayer to claimboth this credit equal to 100% of
actual costs, as well as the state and federal deductions for the same
expense, thereby creating the opportunity for a taxpayer to receive nore
than 100% of the costs paid for health care. For exanple, a self-enployed
t axpayer coul d deduct 45% of the cost of health insurance for federa

pur poses, 40% of the cost for state purposes, and additionally claimthis
credit equal to 100% of the cost.

This bill would allow a credit equal to 100% of identified costs. As a
matter of tax policy, a 100%credit at the state | evel is unprecedented.

This bill does not specify a repeal date or limt the nunber of years for
the carryover. Credits typically are enacted with a repeal date to all ow
the Legislature to review their effectiveness. However, even if a repeal
date were added, because an unlimted credit carryover is allowed, the
department would be required to retain the carryover on the tax forns
indefinitely. Recent credits have been enacted with a carryover limt since
experience shows credits are typically used within eight years of being

ear ned.

The requirenent in the federal self-enployed health insurance deduction that
it cannot be taken if the taxpayers are eligible to participate in their or
their spouse’s enpl oyer-provided plan is not present in this bill’s
provi si ons.

Many taxpayers who are unable to afford health care may not be able to
effectively use this credit since they would have little or no tax liability
agai nst which to apply the credit.

| npl emrent ati on Consi der ati ons

I mpl ementing this bill would require some changes to existing tax fornms and
instructions and i nformation systens, which could be acconplished during the
normal annual update.
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Techni cal Consi der ati ons

The term “medi cal care” is not specifically defined. As a result, it is
uncl ear what expense qualifies for the credit. For tax deduction purposes,

“medi cal care” is defined under federal and state law. It appears the
author intends the credit to cover |long-termcare and suppl enental insurance
as described in Internal Revenue Code Section 213(d)(1)(D). |If that is the

intent, the author may wish to clarify the definition of “nedical care” for
purposes of this credit.

FI SCAL | MPACT

Depart nental Costs

This bill is not expected to result in significant costs to the departnent.

Tax Revenue Esti mate

Revenue | osses under the PIT Law fromthis provision are estimated to be as
shown in the foll ow ng table.

Fi scal Year Cash Fl ow I npact
Effective 1/1/99
Enacted after 6/30/99

$ Billions
1999-0 2000-01 2001-02 2002-03
($12) ($11) ($13) ($16)

Thi s anal ysis does not consider the possible changes in enploynent, personal
i ncone, or gross state product that could result fromthis nmeasure.

Tax Revenue Di scussion

The revenue inpact of this provision would be determ ned by the nunber of

i ndi vidual s who pay part or all of their health insurance prem uns, the cost
of prem uns, and the anpbunts of credits that can be applied agai nst

avail able tax liabilities.

This estimate was developed in the followi ng steps. First, according to the
1996 U.S. Statistical Abstract, total national health insurance prem um
paynents were $70.6 billion by househol ds and $179.5 billion by busi nesses
in 1994. Second, household prem um paynents were grown 7% per year to yield
$99 billion for 1999. Third, the business prem um paynents were grown 7%
per year, yielding $251.8 billion for 1999. Fourth, it is estimted that
California represents 12% of the national anounts, generating approxi mately
$12 billion in qualified insurance prem um paynents for househol ds and $30
billion for businesses. The househol d nunber was further grown 5% per year
for an incentive for taxpayers who do not currently purchase health

i nsurance, but will purchase an insurance prem umunder this bill to receive
a 100% tax credit, yielding $12.5 billion for 1999. It was assuned that 5%
of businesses for 1999 would shift premumliabilities to enpl oyees in
response to the credit, yielding an additional $1.5 billion for 1999. It
was further assunmed the percentage of such businesses would grow in any

gi ven year up to a maxi mum of 25% by the year 2002 and thereafter.
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Conbi ni ng these two anmounts yields approximately $14 billion in qualified
paynments for 1999. Fifth, it was assunmed that two-thirds on average in

avail able tax credits would be applied in any given year. The 1999-0 fi scal
year estimate consists of the 1999 tax loss ($9 billion) and 25% of the 2000
i mpact ($11 billion) reflecting reduced estimted tax/w thhol di ng paynents.
Revenue | osses take into account the current |aw deduction for business
expenses that would otherw se be allowed. Losses were grown to reflect a 7%
increase in prem uns based on current historical averages and 5% for
addi ti onal prem uns bei ng purchased by those taxpayers who currently have no
heal t h i nsurance.

The tabl e bel ow shows the inpact on a liability year basis plus the anount
of unapplied credits generated each year for carryover purposes.

Taxabl e Year | npact
$ Billions
1999 2000 2001 2002
Applied Credits (%$9) ($11) ($12.5) | (%$16)
Unapplied Credits ($5) ($5.5) (%$6.5) ($8)
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